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 基于 Johansen(1988)和 Juselius(1990)提出的协整检验方法，许多研究者认为，变量之
间是存协整关系的，但这种协整关系不一定稳定。这篇文章从实证角度研究了中国货币需
求函数的稳定性。文中利用 CUSUM 和 CUSUMSQ 方法来检验了货币总量（M1 和 M2）




































Many researchers argue that existence of co-integration between variables using 
regular co-integration technique proposed by Johansen (1988) and Johansen and 
Juselius (1990) does not necessarily imply the stability of such a relationship. This 
paper empirically investigates stability of money demand function in China using 
autoregressive distributed lag (ARDL) approach to co-integration.  CUSUM and 
CUSUMSQ are employed to test the stability of the relationship between monetary 
aggregates (M1 and M2) and their determinants. To verify the accuracy of the ARDL 
specification and the relevance of its results, MS VAR model is used to test any 
nonlinearities and asymmetries. The results indicate that while there exists 
co-integration between money aggregates (M1 and M2) and their determinants, only 
M1 has a stable long run relationship with its determinants. The sign of estimated 
exchange rate coefficient supports currency substitution phenomenon in China. This 
could be due to the mix of both currency substitution and wealth effects in the long 
run. However, the MS VAR model detects some non-linearities and asymmetries 
which cast some doubt on the appropriateness of linear ARDL method in 
determining the stability of money demand in China.  
 


























































































































1.1 Motivation  
 
Given the importance of a stability of money demand function on monetary policy, it is 
very important to test whether monetary demand function is stable for China. This is 
because after determining which money aggregate has a stable long run relationship with 
its determinants, then it will be recommended as a better tool in conducting monetary 
policy. Also it is important to ensure the money demand function is stable as this will 
mean changes in monetary policy will have the desired impact. This paper will adopt a 
relatively new co-integration technique called autoregressive distributed lag (ARDL). 
 
Although there has not been much research using ARDL in estimating money demand 
function in China, a few papers that adopted this co-integration technique such as the one 
by Bahmani-Oskooee, M and Wang, Y (2009), asymmetries and non linearities were not 
tested in order to determine the appropriateness of linear ARDL in estimating money 
demand function in China. This is despite the concern raised by the likes of Shin, Y. 
(2009) that linear ARDL has some limitations. This paper therefore seeks to fill this gap 
in the literature in the case of money demand function in China. Therefore the 
asymmetries and non linearities will be taken into account by using Markov switching 
VAR model as suggested by Krolzig (2006). MS VAR will determine if the linear ARDL 
model is appropriate for estimating money demand in China as most of the studies on the 
stability of money demand in China have adopted this linear ARDL despite the criticisms 




















1.2  Review of Relevant Studies 
 
Sound monetary policy is crucial for any economy and therefore the formulation of such 
a policy and its conduct should be done as precise as possible. The central issue on 
monetary policy is money demand. The existence of stable and predictable relationship 
between money demand and its determinants is very important for the formulation of 
monetary policy. It is therefore necessary to test the stability of money demand as it has 
serious implications on monetary policy. This can be achieved by using co-integration 
techniques to examine long run relationship between money demand and its determinants. 
Moreover, monetary aggregate (M1 or M2) that can be found to be stable over time can 
be regarded as a better aggregate for monetary policy formulation hence the research on 
stability of money demand can be used to prescribe a better monetary policy. 
 
In fact, the instability of the relationship between monetary aggregates and goals 
variables such as inflation (or income) leads to the failure of the monetary policy. 
Mishkin,F.S. (1997) states that it is because of the instability of the relationship between 
monetary aggregates and goals variables such as inflation and nominal income that U.S, 
U.K and Canada abandoned the strategy of monetary targeting and instead adopted 
inflation targeting. However it is the very inflation targeting that partly contributed to the 
decline of the U.S GDP. This is because, Mishkin argues, the weak relationship between 
money and nominal income imply that as a country pursues monetary targeting policy by 





















Due to the implications that stability of money demand has on monetary policy, there has 
been a lot of research on this subject. One of the key implications that stable money 
demand has on monetary policy is that stable money demand ensures that money supply 
would have predictable and desired impact on other economic variables such as inflation 
rate, interest rate and national income. As Caporale and Gil-alana (2005) put it, stability 
of money demand is a prerequisite for effective formulation of monetary targeting policy. 
Many studies on money demand stability used Johansen (1988) and Johansen and 
Juselius (1990) co-integrating technique in examining the long run relationship between 
money demand and its determinants. Examples of such studies include Hafer and Jansen 
(1991) for United States, Adam (1991) and Johansen (1992) for United Kingdom, Hansen 
and Kim (1995) and Bahmani-Oskooee and Bohl (2000) for Germany. Most of these 
studies concluded that M2 money aggregate is co-integrated with income and interest rate. 
 
China has not been an exception to this massive research on money demand function 
stability. The literature on money demand in China includes Chow (1987), Chen (1989), 
Chan et al (1991), Ma (1993), Huang (1994), Xu (1998) and Huang (2000). These studies 
used regular estimation techniques or recent co-integration technique. These papers 
focused on different aspects of monetary policy in China such as; the right explanatory 
variables to be included in the money demand function in China, definition of monetary 
aggregate, the effects of economic reform on money demand and the causal relationship 
between monetary aggregate and other macroeconomic variables. There were however 
many limitations for these studies. For instance, the data was only available up to mid 
1990s and no paper used stability tests such as the one suggested by Brown et al (1975). 
Also most of these studies did not take into account the impact of currency substitution 
on money demand as China continued to open up. However Wang, Y. (1999) included 
the currency substitution although there was no strong evidence that supports the impact 




















The main purpose of this paper is to estimate money demand function in China using a 
relatively new co-integration technique known as autoregressive distributed lag (ARDL) 
approach. Moreover, the stability of the relationship between monetary aggregate (M1 
and M2) will be tested using CUSUM and CUSUMSQ. Markov switching VAR model 
will be used to test non linearities and asymmetries and thus test if linear ARDL is 
appropriate approach in estimating money demand function in China. The rest of the 
paper is organized as follows; section 2 analyses both theoretical and empirical literature 
review, section 3 shows the methodology adopted by this paper and also reports the 




































2. LITERATURE REVIEW 
 
2.1 Theory of Money Demand 
 
2.1.1 Quantity Theory of Money 
 
The Classical economists, led by Irving Fisher, proposed the quantity theory of money. 
They argued that movements in the price level result solely from changes in the quantity 
of money. To illustrate their conclusion, the following equation was used; 
 
             PYMV = ……………………………….(1) 
 
 Where =M Quantity of money 
              =V Velocity of money 
              =P Price level 






















From equation (1), both Y  and  V  are believed to be constant hence any change in P  
will have to be accompanied by equivalent change of M . Fisher reasoned that velocity is 
determined by institutions in an economy that affect the way consumers conduct 
transactions and therefore it is constant especially in the short run.  He further argued that 
Y produced in the economy during normal times would remain at full employment level, 
hence Y  can also be treated as constant in the short run.  
 
Contrary to the Classical school of thought, Keynes argued that demand for money 
depends on the motives of individuals for holding money. He classified motives for 
holding money into three categories namely; transaction motive, precautionary motive 
and speculative motive.  Another variation was that Keynes emphasized the importance 
of interest rate as a determinant of money demand. Keynes claim of inverse relationship 
between interest rate and money demand was supported by many researchers including 
James Tobin (1947).  Tobin studied the link between interest rate and money demand in 
the United State using data from 1922 to 1941. Tobin separated transaction balances from 
other money balances, which he called “idle balances”, under the assumption that 
transaction balances were proportional to income only while idle balances are related to 
interest rate only. The average level of idle balances was then plotted against average 
interest rate on commercial paper for that year. The finding was that there is strong 
evidence that there is inverse relationship between interest rate and idle balances and he 
concluded that indeed money demand is responsive to interest rate as Keynes claimed. 
 
However, Driscoll and Ford (1980) used IS-LM approach to show that stability of money 
demand may not be a significant issue as monetarist-Keynesian debate has made it to be. 
This is because, they reason, the money income multiplier would be stable only if the 
demand for money were a stable function of income only. If money demand function 
were a function of other variables such as interest rate and wealth then it may be 


















Generally, it is believed that money demand has long run stable function with its 
determinants; Stock and Watson (1993) argue that for this relationship to be predicted 
accurately, an important prerequisite is long span of data. To reach this conclusion, they 
applied different methods of estimating co-integrating vectors to U.S money demand 
function from1900 to 1988 and tested parameter stability. A semi logarithm M1 money 
aggregate was taken as dependent variable while real GDP while various long run and 

































2.2 EMPERICAL EVIDENCE ON MONEY DEMAND STABILITY 
 
Due to the importance of stability of money demand function on monetary policy, there 
has been a lot of research on this area using Johansen (1988) and Johansen and Juselius 
(1990) co-integrating technique in examining the long run relationship between demand 
for money and its determinants. However after Bahmani-Oske and Bohl (2000) suggested 
ARDL as a better co-integration approach, there has been a renewed interest in the 
research on stability of money demand using this relatively new co-integration approach. 
For instance, McCandless and Weber (1995) examined data from 110 countries and 
concluded that correlation between growth rate of money supply and inflation rate was 
almost 1. This strong positive relationship between money supply growth and inflation 
rate is consistent with quantity theory of money as proposed by Keynes. This correlation 
however should not be interpreted as causality between the two variables.  McCandless 
and Weber however found no evidence that supports the existence of correlation between 
inflation or money supply and real output growth. 
 
Although money supply has no effects whatsoever on income in the long run, there is 
evidence that suggest correlation between money and income in the short run. Friedman 
and Schwartz (1963b) concluded that faster money growth is usually followed by 
increase in output. Their evidence was based on the study 100 years U.S data. Like in the 
long run case, this correlation should not be understood to be the causality between the 
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